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| etter to Shareholders

Performance - it's what the cover of our 2003 Annual Report is all about, it's what Chesapeake is all about and it's what
all business should be about. The expectation of exceptional performance is why you {(and we) own Chesapeake stock, and
the delivery of exceptional performance is management's #1 responsibility. However, because the natural gas exploration
and production (E&P) business is highly competitive and the prices received for the products we sell are extremely volatile,
consistent performance in delivering shareholder value in our industry is not easy to achieve.

Accordingly, in this year’s letter, we focus not only on Chesapeake's performance during 2003, but also on the company’s
track record of performance during the 11 years since our IPO in February 1993. We will also discuss how we have posi-
tioned Chesapeake to continue delivering exceptional performance to our shareholders in the years ahead.

Performance Through COperational and Financial Achievement First, let's review our operational and financial
performance in 2003, which by almost all measures, was our best year ever. We began the year with a full head of steam
from our ONEOK and El Paso acquisitions (3800 million of first class properties in the Mid-Continent), made a number of
important gas discoveries through the drillbit, dramatically improved our balance sheet and then ended the year with our
Laredo and Concho acquisitions ($620 million of excellent properties in the Mid-Continent, Permian Basin and South Texas
areas). These acquisitions and several others announced earlier this month have provided us with an especially strong start
to 2004.
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Here are some selected operational and financial performance highlights for the year 2003:

¢ Production increased 48% from181 bcfe to 268 bcfe;

¢ Proved reserves increased 44% from 2,205 bcfe to 3,169 bcfe;

* Revenues grew by 132% from $739 million to $1.717 billion;

* Ebitda* increased by 151% from $414 million to $1.042 billion;

¢ Operating cash flow™ grew by 119% from $413 million to $304 million;

* Net income to common shareholders grew by 863% from $30 million to $291 million, and;
+ Shareholders’ equity increased by 91% from $908 million to $1.733 billion.

Performance Through Stock Price Appreciation At the end of the day, the only performance that matters for a
public company is stock price performance. We are therefore pleased to report that Chesapeake’s 75% stock price increase
during 2003 was the best performance among our mid- and large-cap competitors. In fact, during the past six years (1998-
2003), Chesapeake’s stock price performance leads our entire industry with an increase of 1,345%, or a compound average
annual increase of 71%.

We are also happy to note that earlier this month, the Wall Street Journal reported that Chesapeake recorded the 13th best
stock price performance among all U.S. public companies during the past ten years. During that period, Chesapeake's stock
price increased by 2,476%, a compound average annual increase of 39%. A little known fact is that during the past ten years,
Chesapeake’s stock price performance has exceeded that of each of the 30 largest companies in the world, including such
stock market leaders as Microsoft, Cisco, ExxonMobil, Pfizer, Intel, General Electric, IBM and Citigroup.

* Ebitda is a non-GAAP measure that represents net income before the cumulative effect of accounting changes, income tax expense, interest expense and depreciation, depletion and amortization expense.

** Operating cash flow is a non-GAAP measure that represents net cash provided by operating activities before changes in assets and liabilties.
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Performance Through a Successiul Business Strategy We have not forgotten, however, that Chesapeake’s stock
price did decline in three of the past ten years. It was the disappointments of two of those years, 1997 and 1998, a period of
declining oil and gas prices and uneconomic Louisiana drilling results from a much smaller Chesapeake, that persuaded us
to alter our strategy and concentrate on natural gas while pursuing greater scale, longer lived reserves, and a balance
between drillbit growth and acquisition growth. This strategy, implemented in 1998 and executed consistently during the past
six years, has served our shareholders well and we believe still provides the best game plan for continuing to deliver strong
shareholder value performance in the years ahead.

Through consistent execution of our focused and clearly articulated business strategy, we have built a regionally dominant
U.S. E&P company by successfully integrating an aggressive and technologically advanced drilling effort with an active
acqulisition program. This program has been focused on small- to medium-sized corporate and producing property acqui-
sitions that we believe are under-valued, under-exploited or under-explored.

In addition to constantly strengthening Chesapeake’s Mid-Continent position (where approximately 80% of our reserves and
production are located), we are continuing to build secondary footholds in other areas of opportunity, particularly focusing
on the Permian Basin, South Texas and Texas Gulf Coast regions. All of these areas share similar characteristics with the Mid-
Continent region. We believe the company’s successful regional consolidation strategy and advanced technology drilling
expertise can be readily applied to these new areas as well.

Performance Through High Quality Acquisitions The successful execution of our regional consolidation program
has been one of the primary drivers of the company’s strong performance during the past six years. Our acquisition
program is focused on acquiring high-quality producing properties, primarily natural gas and primarily in the Mid-Continent,
that have long lives, exhibit predictable decline curves and offer significant development and high-potential deep drilling
opportunities. Since January 1, 1998, we have acquired $3.6 billion of proved reserves at an attractive average cost of $1.20
per mcfe. The vast majority of these acquisitions either increased our ownership in existing wells and fields, or added addi-
tional drilling locations to our primary or secondary operating areas.

In addition, because both our primary and secondary operating areas are home to many small companies seeking liquidity
opportunities and large companies divesting non-core assets, we expect to continue creating value-enhancing performance
through successfully harvesting future acquisition opportunities in these areas in the years ahead.

Performance Through Crganie Drilibit Growth One of Chesapeake's most distinctive characteristics has been the
company’s ability to create shareholder value through consistent drillbit performance. In an industry that has been unable to
deliver increases in natural gas production for three consecutive years, Chesapeake’s ability 1o increase its production
through the drillbit is an increasingly rare attribute. Founded on a “growth through the drilibit” philosophy, our strength in this
area highlights the company’s performance as a pacesetter in the industry. Based on our review of 2003 results from other
mid- and large-cap E&P companies, Chesapeake’s 20% organic production growth was the best performance with the
drilloit in our industry.

With an inventory of more than 2,500 prospective drilisites (many of which have been identified using advanced 3-D
seismic information) on the company’s three million net acre leasehold inventory, we have built a solid foundation to deliver
further drilibit performance in 2004 and beyond. From this prospect-rich platform, Chesapeake is conducting
the second most active U.S. drilling program. During 2004, we expect to employ an average of 45-50 rigs that will drill
approximately 500 company-operated wells and 40-50 rigs that will drill approximately 500 outside-operated wells.



These onshore natural gas wells provide a safe and refiable source of the clean energy our country increasingly demands.
Across our entire base of operations, Chesapeake balances risk and return opportunities, with one-third of our driling
focused on low-risk developmental targets at depths shallower than 10,000 feet, one-third on medium depth drilling con-
sisting of developmental and higher-potential targets between 10-15,000 feet and one-third targeting deeper exploratory
targets with significant upside potential below 15,000 feet. This balanced range of prospects provides the company with one
of the largest and most attractive drilling inventories of all E&P companies and will play an important role in enabling
Chesapeake to continue delivering industry-leading performance in the years ahead.

Performance Through Bullding Regional Scale One of the keys to consistently delivering great performance in the
E&P industry is building scale in a limited number of core operating areas. Achieving economies of scale provides many
important benefits, including higher per unit revenues, lower per unit costs, greater drilling success, better acquisition resuilts,
" and higher returns on invested capital. Chesapeake first began pursuing regional scale in the Mid-Continent in 1998 and
the success of our strategy has enabled the company to become the region’s largest natural gas producer, its most active
driller and its most active acquirer of producing and non-producing properties.

We favor the Mid-Continent because it offers many attractive characteristics. These characteristics include long-lived natu-
ral gas properties with predictable decline curves, multiple-pay geological targets, strong oil and natural gas prices, lower
service costs, and a favorable regulatory environment with virtually no federal land ownership. Chesapeake’'s secondary
operating areas possess many of these same characteristics. The company’s regional scale and focus should provide
significant performance opportunities for Chesapeake’s shareholders in the years ahead.

Performance Through Maintaining a Low Cost Structure By minimizing the operating cost of the company’s
wells and reducing general and administrative expenses through strict cost controls and regional operating scale, we have
been able to deliver attractive financial performance through almost all phases of the commodity price cycle. Chesapeake’s
low cost structure is the result of management's effective cost-control programs, a high-quality asset base and the extensive
and competitive service, processing and transportation infrastructures that exist in our core operating areas. By maintaining
a low cost structure, we are able to achieve high returns on Chesapeake's capital and deliver strong operational and finan-
cial performance to our shareholders, including a gross profit margin of 39% and a return on equity of 32% in 2003.

Performance Through Successiul Risk Management During the past six years, Chesapeake has developed
a distinctive identity in the industry by being one of the earliest to predict that the U.S. would begin experiencing the
increasingly volatile natural gas prices that are with us today. For years, our view that U.S. natural gas production would peak
and then start an inexorable decline (just as ail production has been declining in the U.S. for more than 30 years) was not
widely shared. Our view that natural gas prices would increase significantly as a resuft was also not widely shared and, in
fact, was just the opposite of what our federal government had been forecasting.

The company’s anticipation of accelerating U.S. production declines and the resulting natural gas price volatility led to the
development of our commedity price risk management policies that have generated industry-leading hedging results. In fact,
during the past three years alone, we have generated realized hedging gains of over $180 million. By investing this extra
revenue in the company’s drilling program, we have been able to create over $300 million of additional reserve value through
risk management. Although we do not expect to generate increased revenues from our hedging program every year, over
time we believe this program can generate significant value while substantially reducing commodity price risk for
our shareholders.

Performance Through [Improving Cur Balance Sheet A key driver of Chesapeake's exceptional stock price
performance in 2003 and during the past six years has been the significant improvement made to our balance sheet. When
our stock price declined in 1997 and 1998 because of the operational setbacks and declining oit and gas prices mentioned
earlier, the company was forced to significantly write down the value of its assets. This reduction in asset value caused our
debt to total capitalization to reach a peak of 137% at year-end 1998.

However, through strong earnings growth and several equity offerings built around some of our larger acquisitions, we have
reduced Chesapeake’s debt to total capitalization to below 50%. We have also reduced the average interest rate of our out-
standing senior notes to 7.7% and have extended our average senior note maturity to 9.6 years. After paying
off $46 million of senior notes in March 2004, we now have only $210 million of senior note maturities in the next
seven years,

The benefits to our sharehclders from these steady improvements in Chesapeake’s balance sheet include a lower cost of
capital, increased shareholder confidence in the company's ability to create value even when commodity prices are unfa-
vorable and a higher trading multiple for our common stock. One of our key financial goals continues to be reducing the
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company’s debt to total capitalization and to achieve an invesiment grade rating for our unsecured debt in the years ahead.
During 2003, Chesapeake's secured debt facility earned an investment grade rating and we are’confident the strength
of our assets and business strategy will provide further significant balance sheet improvement and strong shareholder value
performance in the years ahead.

Eleven Years of Industry-Leading Performance We hope the foregoing review of our business strategy helps
explain how Chesapeake has been able to create industry-leading performance for our shareholders during our first 11
years as a public company. Please find below various operational and financial achievements that we believe highlight just
how much progress we have made as a company during the past 11 years:

e Production has increased from 4 bcfe to 268 bcefe, a compound annual growth rate (CAGR) of 48%;

® Proved reserves have increased from 137 bcfe 1o 3,169 befe, a CAGR of 35%,;

* Revenues have grown from $17 million to $1.717 biliion, a CAGR of 55%,

o Ebitda* has increased from $7 million to $1.042 biltion, a CAGR of 62%,;

* Operating cash flow** has grown from $4 million to $904 million, a CAGR of 66%;

* Net income available to common shareholders has grown from a first year loss to $291 million;

* Shareholders’ equity has increased from $31 million to $1.733 billion, a CAGR of 46% and;

¢ Chesapeake’s stock price has grown from a split-adjusted IPO price of $1.33 per share to a year-end 2003 price of
$13.58 per share, a CAGR of 24%.

We are proud of the company’s track record of performance during the past 11 years and believe we can continue
building on it during 2004.

Looling Forward As we conclude this letter and reflect on our performance during Chesapeake's first 11 years, we
remain optimistic about the continued success of the company and our ability to deliver value to our shareholders. We have
built a strong foundation based on the commitment of 1,300 top-notch employees, a time-tested and successful business
strategy, a value-added risk-management program, a steadily improving balance sheet and increasingly valuable natural
gas assets. We also offer an entrepreneurial and experienced management team that has proven itself through a full range
of commodity cycle challenges in building a $6.4 billion enterprise from an initiai $50,000 investment in just 15 years.

We are off to a great start in delivering another successfut year of performance to our shareholders in 2004. In the first three
months of the year, we have already negotiated $600 million of acquisitions, drilled 120 new operated welis, established new
daily production records and increased our production and earnings forecasts for the year.

in addition, natural gas prices continue to strengthen because of increasing U.S. gas demand and decreasing U.S. gas sup-
ply. As a result, we believe the stage is set for an extended period of strong natural gas prices. Just as the 1990's with its
low gas prices was a decade that mostly benefited natural gas consumers, this decade with its high gas prices will
primarily benefit natural gas producers and their shareholders. In this environment, we believe Chesapeake can continue
leading the way in delivering exceptional shareholder value performance in 2004 and beyond.

Best regards,

Moo e et

Aubrey K. McClendon
Chairman and Chief Executive Officer

Tom L. Ward :
President and Chief Operating Officer

March 31, 2004

* Ebitda is a non-GAAP measura that represents net income before the cumulative effect of accounting changes, income tax expense, interest expense and depreciation, depletion and amartization expense.

** Operating cash flaw is a non-GAAP measure that represents net cash provided by operating activities before changes in assets and liabilities.
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PARTI

ITEM 1. Business
General

We are one of the six largest independent natural gas producers in the United States in terms of natural gas
produced. Chesapeake began operations in 1989 and completed its initial public offering in 1993. Our common
stock trades on the New York Stock Exchange under the symbol CHK. Our principal executive offices are
located at 6100 North Western Avenue, Oklahoma City, Oklahoma 73118 and our main telephone number at that
location is (405) 848-8000. We make available free of charge on our website at www.chkenergy.com our annual
reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and amendments to those
reports as soon as reasonably practicable after we electronically file such material with, or furnish it to, the
Securities and Exchange Commission. References to “us”, “we” and “our” in this report refer to Chesapeake

Energy Corporation together with its subsidiaries.

At the end of 2003, we owned interests in approximately 15,000 producing oil and gas wells. Our primary
operating area is the Mid-Continent region of the United States, which includes Oklahoma, western Arkansas,
southwestern Kansas and the Texas Panhandle. We are building secondary operating areas in the Permian Basin
region of western Texas and eastern New Mexico and in the South Texas and Texas Gulf Coast regions. The
following table highlights our growth since 1998:

: Years Ended December 31,
2003 2002 2001 ' 2000 1999 1998

Production (mmcfe) ......... 268,356 181,478 161,451 134,179 133,492 130,277
Proved reserves (mmcfe) . . ... 3,168,575 2,205,125 1,779,946 1,354,813 1,205,595 1,091,348
Net income (loss) ($ in

000°8) .. .vvi $ 312,981 $§ 40286 $ 217,406 $ 455,570 $ 33,266 $ (933,854)

Recent Developments

We completed an acquisition of Permian Basin and Mid-Continent oil and gas assets from Concho
Resources Inc. in January 2004. We paid approximately $420 million in cash for these assets, $10 million of
which was paid in 2003.

We also completed an acquisition of South Texas gas assets in January 2004. We paid $65 million for these
assets, $3.3 million of which was paid in 2003.

On January 14, 2004, we issued 23,000,000 shares of common stock at a price to the public of $13.51 per
share. We used the net proceeds of this offering of approximately $298.3 million to finance a portion of the
acquisitions completed in January 2004.

On January 14, 2004, we completed a public exchange offer in which we retired $458.5 million of our
8.125% senior notes due 2011 and $10.8 million of accrued interest and issued $72.8 million of our 7.75% senior
notes due 2015 and $2.8 million of accrued interest and $433.5 million of our 6.875% senior notes due 2016 and
$4.1 million of accrued interest.

In January and February of 2004, we issued an additional $37.0 million of our 6.875% senior notes due
2016 and $0.5 million of accrued interest in exchange for $24.3 million of our 8.125% senior notes due 2011 and
$0.7 million of accrued interest and $9.1 million of our 7.75% senior notes due 2015 and $0.1 million of accrued
interest in four private exchange transactions.



Business Strategy

Since Chesapeake’s inception in 1989, our goal has been to create value for our investors by building one of
the largest onshore natural gas resource bases in the United States. For the past six years, our strategy to
accomplish this goal has been to build the dominant operating position in the Mid-Continent region, the third
largest gas supply region in the U.S. In building this industry-leading position in the Mid-Continent, we have
integrated an aggressive and technologically advanced drilling program with an active property consolidation
program focused on small to medium-sized corporate and property acquisitions of up to $500 million.

We have now started to build secondary regions of importance in the Permian Basin and in the South Texas
and Texas Gulf Coast regions, areas to which we believe significant elements of our successful Mid-Continent
strategy can be transferred. Key elements of this business strategy are further explained below:

Consistently- Making High-Quality Acquisitions. Our acquisition program is focused on small to
medium-sized acquisitions of natural gas properties, primarily in the Mid-Continent, that provide high-
quality, long-lived production and significant development and higher potential deeper drilling
opportunities. Since January 1, 2000, we have acquired $2.8 billion of such properties (largely through

24 separate transactions of greater than $10 million each) at an estimated average cost of $1.31 per mcfe

of proved reserves (pro forma for the Concho and South Texas acquisitions closed in January 2004).
The vast majority of these acquisitions either increased our ownership in existing wells or fields or
added additional drilling locations in our primary Mid-Continent operating area, and more recently in
our secondary operating areas. We believe our recently completed acquisitions are significant steps in

“building a meaningful presence in these secondary operating areas. Because our primary and secondary

operating areas contain many small companies seeking liquidity opportunities and larger companies
seeking to divest of non-core assets, we expect to find additional attractive acquisition opportunities in
the future.

Consistently Growing through the Drillbit. One of our most distinctive characteristics is our ability to
increase reserves through the drillbit. We are currently conducting the second most active drilling
program in the United States with a program focused on finding significant new gas reserves, primarily
in the Mid-Continent. During 2004, we expect to use 45-50 drilling rigs to drill approximately 500
company-operated prospects and expect to-participate with 40-50 additional rigs-in the drilling of an

_additional 500 wells drilled on outside-operated prospects. In the Mid-Continent, our drilling program is

the most active in the region and is supported by our ownership of the region’s largest undeveloped
leasehold and 3-D seismic inventories. In addition, we are continuing to increase our drilling activity in
our secondary operating areas and we have recently increased drilling, land and seismic budgets to

- accommodate even greater activity in these areas. Across our operating areas, we seek a balanced

approach to drilling with approximately one-third of our expenditures focused on targets located at
depths shallower than 10,000 feet, one-third on medium depth drilling between 10-15,000 feet and one-
third targeting deeper objectives below 15,000 feet. ‘

Consistently Focusing on Building Regional Scale. We believe one of the keys to success in the
natural gas exploration industry is focus: building significant operating scale in a limited number of core
operating areas. Achieving such scale provides many benefits, the most important of which are higher
per unit revenues, lower per unit operating costs, greater rates of drilling success, a lower likelihood of
making unsuccessful acquisitions and higher returns on invested capital. The company first began
pursuing this focused strategy in the Mid-Continent in 1997 and it now has become the largest natural
gas producer, the most active driller and the most active acquirer of undeveloped leases and producing
properties in the Mid-Continent. Chesapeake believes this region, which trails only the Gulf Coast and
Rocky Mountain basins in current U.S. gas production, has many attractive characteristics. These
characteristics include long-lived natural gas properties with predictable decline curves; multi-pay
geological targets that decrease drilling risk and result in an impressive drilling success rate of 91% over
the past-eleven years; favorable basis differentials to benchmark commodity prices; generally lower

" service costs than in more competitive or more remote basins; and a favorable regulatory environment
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with virtually no federal land ownership. The company believes its secondary operating areas possess
many of these same favorable characteristics.

«  Consistently Focusing on Low Costs. By minimizing lease operating costs and general and
administrative expenses through focused activities and increased scale, we have been able to deliver
attractive financial returns through all phases of the commodity price cycle. We believe our low cost
structure is the result of management’s effective cost-control programs, a high-quality asset base and the
extensive and competitive services, gas processing and transportation infrastructures that exist in our
key operating areas.

» Consistently Improving the Company’s Balance Sheet. We have made significant progress in
improving our balance sheet since the beginning of 1999. After the completion of our recent (January
2004) common stock and debt exchange offerings, we will have increased our shareholders’ equity by
$2.3 billion through a combination of earnings and common and preferred equity issuances since the
beginning of 1999. During the past five years, our debt to total capitalization ratio has declined from
137% to 53% (pro forma for January and February 2004 securities transactions). We plan to continue
improving our balance sheet in years ahead.

Based on our view that natural gas has become the fuel of choice to meet the growing demand for a clean-
burning, domestically-produced fuel, we believe our focused natural gas acquisition, exploitation and exploration
strategy should provide substantial growth opportunities in the years ahead. Although U.S. gas production has
been steadily declining during the past three years, we have increased our natural gas production in each of the
14 years since our company’s inception in 1989. Our production goal is to increase our overall production by
15% to 20% per year, with an estimated one-third of this growth generated organically through the drillbit and
the remainder through future acquisitions. We have reached or exceeded this overall production goal in 9 of our
11 years as a public company.

Company Strengths

We believe the following six characteristics highlight our most important company strengths, distinguish us
from other independent natural gas producers and help explain our strong track record of delivering value to
shareholders since our 1PO in 1993:

* High-Quality Asset Base. Our producing properties are characterized by long-lived reserves,
established production profiles and an emphasis on natural gas. Based upon current production and
proved reserve levels (pro forma for the Concho and South Texas acquisitions closed in January 2004),
our proved reserves-to-production ratio, or reserve life, is approximately 10.6 years. In each of our
operating areas, our properties are concentrated in locations that enable us to establish substantial
economies of scale in drilling and production operations and facilitate the application of more effective
reservoir management practices. We intend to continue building our asset base in each of our primary
and secondary operating areas through a balanced approach of acquisitions, exploitation and
exploration.

e Low-Cost Producer. Our high-quality asset base, our management style and our location in Oklahoma
City have enabled us to achieve a low operating and administrative cost structure. During 2003, our
operating costs per unit of production were $0.89 per mcfe, which consisted of general and
administrative expenses of $0.09 per mcfe, production expenses of $0.51 per mcfe and production taxes
of $0.29 per mcfe. We believe this is one of the lowest cost structures among publicly traded
independent oil and natural gas producers. We seek to control operations of the properties in which we
own an interest. Currently we operate approximately 79% of our proved reserves. This large percentage
of operational control provides us with a high degree of operating flexibility and cost control.

»  Successful Acquisition Program. QOur experienced asset acquisition team focuses on enhancing and
expanding our existing assets in all three of our operating areas. These areas are characterized by long-
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lived natural gas reserves, low lifting costs, multiple geological targets, favorable basis differentials to
benchmark commodity prices, well-developed oil and gas transportation infrastructures and
considerable potential for further consolidation of assets. Since 1998, and including the recent Conchio
and South Texas acquisitions closed in January 2004, we have completed $3.6 billion in acquisitions at
~ an average cost of $1.20 per mcfe of proved reserves. We are well-positioned to continue making
attractive small and medium-sized acquisitions as a result of our extensive track record of identifying,
completing and integrating multiple successful acquisitions, our large operating scale and our
‘knowledge and expertise in the regions in which we operate.

Large Inventory of Drilling Projects. During the 14 years since our inception, Chesapeake has been
" one of the ten most active drillers of new wells in the United States and the most active driller in the
Mid-Continent. In addition, we have developed an industry-leading expertise in drilling deep vertical
“and horizontal wells in search of large natural gas accumulations in challenging reservoir conditions.
We pursue deep drilling targets because of our view that most undiscovered gas reserves in the U.S. will
be found at depths below 15,000 feet. In addition, our large 3-D seismic inventory, much of which is
proprietary to Chesapeake, provides the company with significant advantages over our competitors,
which largely prefer to drill shallower development wells. As a result of our aggressive land and seismic
acquisition strategies, we have been able to accumulate an onshore leasehold position of approximately
three million net acres (pro forma for the Concho and South Texas acquisitions closed in January 2004).
On this very large acreage position, our technical teams have identified over 2,500 exploratory and
developmental drillsites, representing approximately five years of future drilling opportunities. '

Hedging Program. We have used and intend to continue using hedging programs to reduce the risks
inherent in producing oil and natural gas, commodities that are frequently characterized by significant
price volatility. We believe this. price volatility is likely to continue and may even increase in the years
ahead, but that a producer can use this volatility to its benefit by taking advantage of prices when they
reach levels that management believes may be unsustainable for the foreseeable future. Over the past
three years, we have increased our oil and gas revenues by over $184 million through our successful
hedging programs. We currently have gas hedges in place covering 67%, 26%, 11% and 8% of our
anticipated gas production for 2004, 2005, 2006 and 2007 at average NYMEX prices of $5.32, $5.03,

$4.88 and $4.76 per mcf, respectively. In addition, we have 78% of our projected oil productlon hedged
for 2004 at an average NYMEX price of $28.68 per barrel of oil. '

Entreprenuerial Management. Our management team formed the company in 1989 with an initial
capitalization of $50,000. Through the following years, our current management team has guided the
company through various operational and industry challenges and extremes of oil and gas prices to
create one of the six largest independent producers of natural gas in the U.S. with an enterprise value of
over $5.8 billion. Our co-founders, Aubrey K. McClendon and Tom L. Ward, have been partners in the
oil and gas industry for 21 years and beneficially own, as of March 10, 2004, approximately 15.7
million and 17.2 million of the company’s 241 million common shares, respectively.




Drilling Activity

The following table sets forth the wells we drilled dﬁring the periods indicated. In the table, “gross™ refers to
the total wells in which we had a working interest and “net” refers to gross wells multiplied by our working
interest. ‘

2003 2002 2001

Gross Percent Net Percent Gross Percent Net Percent Gross Percent Net Percent
United States ' ‘
Development: ‘ . '
Productive ........ .- 958 96% 401.0 97% 617 95% 237.7 95% 423 92% 1969 94%
Non-productive ..... _3_7 __4 11.2 __E i{ __5 11.5 _é _3§ ) __§ 12.2 _6
Total . .....vuenn. _92 @% 412.2 _10_0% @ 1_0_0% 2492 lO_O% @ _l_@% 209.1 E{Q%
Exploratory: ' '
Productive ......... 76 86% 359 83% 47 82% 24.6 82% 36 68% 184 67%
Non-productive ... .. 12 14 75 17 10 18 54 18 17 32 9.0 33
Total .............. _ﬁS_ 1@% 434 _19(_)% _ﬂ EQ% 30.0 19_0% _§§ _1_0_0% 274 l(_)_O%
Canada'¥ »
Development:
Productive ......... : 17 9% 76 95%
Non-productive .. ... ' b6 04 5
Total .............. 18 1(_)9% 8.0 &9%

(1) The company sold all of its Canadian operations in October 2001.

At December 31, 2003, we had 76 (29 net) wells in proce'ss. ‘We own six rigs which are dedicated to drilling
wells operated by Chesapeake and three additional rigs are under construction. Qur drilling business is conducted
through our wholly owned subsidiary, Nomac Drilling Corporation.

Well Data

At December 31, 2003, we-had interests in 14,950 (5,873 net) producing wells, including properties in
which we held an overriding royalty interest, of which 2,663 (942 net) were classified as primarily oil producing
wells and 12,285 (4,931 net) were classified as primarily gas producing wells. Chesapeake operates
approximately 5,990 of its 14,950 producing wells. During 2003, we drilled 442 (352 net) wells and participated
in another 641 (104 net) wells operated by other companies. We operate approximately 79% of our proved
reserves by volume.




Production, Sales, Prices and Expenses

The following table sets forth information regarding the production volumes, oil and gas sales, average sales
prices received and expenses for the periods indicated:

2003 2002 ' 2001

) U.S. U.S. U.S. ‘Canada Combined
Net Production: e = - : .
OQil{mbbl) ............ e 4,665 3,466 2,880 — 2,880
Gas (mmcf) ....... T, e 240,366 160,682 135,096 9,075 144,171
Gas equivalent (mmefe) ................... 268,356 181,478 152,376 9,075 161,451
Oil and Gas Sales ($ in thousands):
Oilsales ............................ ... 8 132,630 $ 88495 $69602 § — $ 69,602
Oil derivatives — realized gains (losses) ....... (12,058) (1,092) 7,920 — 7,920
Oil derivatives — unrealized gains (losses) .. ... (9,440) (7,369) 5,116 — 5,116
Totaloilsales ...................... L8 111,132 % 80,034 $ 82,638 $ — $ 82,638
Gassales ...... ... $1,171,050 $470,913 $528,608 $31,928 $560,536
Gas derivatives - realized gains (losses) .. .. ... (5,331) 97,138 97,471 — 97,471
" Gas derivatives — unrealized gains (losses) . . . .. 19,971 (79,898) 79,673 — 79,673
Total gas sales ..... e $1,185,690 $488,153 $705,752 $31,928 $737,680
Total oiland gassales ................. $1,296,822 $568,187 $788,390 $31,928 $820,318
Average Sales Price . .
(excluding gains (losses) on derivatives):
Qil($perbbl) -.........oooina... e $ 2843 § 2553 % 2417 § — § 2417
Gas($permef) ..ottt $ 487 $ 293 $ 391 $ 352 $ 389
Gas equivalent ($ permcfe) ............. .08 48 $ 308 $ 393 $§ 352 § 390
Average Sales Price
(excluding unrealized gains (losses) on
derivatives): = o ' ]
Oil ($perbbl) ........ e $ 2585 $ 2522 % 2692 $§ — § 2692
Gas($permcf) .......... . i $ 485 $ 354 $ 463 % 352 $ 45356
Gas equivalent ($permefe) ................ $ 479 $ 361 $ 462 $ 352 $§ 456
Expenses ($ per mcfe): S
Production eXpenses ... ................... $ 051 $ 054 $ 048 $ 026 $ 047
Productiontaxes ...................c..... $ 029 § 017 § 022 $§ — §$§ 0.20
General and administrative ................. $ 0609 § 010 $ 009 $ 011 $ 009
Depreciation, depletion and amortization . . . ... $ 138 § 122 % 108 $ 090 § 1.07

In October 2001, we sold our Canadian subsidiary for approximately $143.0 million.




Proved Reserves

. The following table sets forth our estimated proved reserves. and the present value of the proved reserves
(based on our weighted average wellhead prices at December 31, 2003 of $30.22 per barrel of oil and $5.68 per
mcf of gas). These prices were based on the cash spot prices for oil and natural gas at December 31, 2003.

Percent
Gas of Present
il Gas Equivalent  Proved Value
(mbbl) (mmcf) (mmcfe) Reserves (% in thousands)

Mid-Continent . ......... ..o, 35,213 2,529,939 2,741,216 8§6.5% $6,301,690
South Texas and Texas Gulf Coast ............... 4,239 230,891 256,323 . 81 . 695573
PermianBasin.................. .. ... ... 7,247 83,274 126,756 4.0 260,369
WillistonBasin .. .......... ... i, 4,721 5,293 33,619 1.1 58,130
Otherareas ...........coviiiieiinnunnni.. 2 10,643 10,661 0.3 17,380

Total .......... PR 51,422 2,860,040 3,168,575 100.0% $7,333,142

(a) The standardized measure of discounted future net cash flows at December 31, 2003 was $5.3 billion.

~+ As of December 31, 2003, the present value of our proved developed reserves as a percentage of total
proved reserves was 75%, and the volume of our proved developed reserves as a percentage of total proved
reserves was 74%. Natural gas reserves accounted for 90% of the volume of total proved réserves at December
31, 2003. ‘

Actual future prices and costs may be materially higher or lower than the prices and costs as of the date of
any estimate. A change in price of $0.10 per mcf for natural gas and $1.00 per barrel for oil would result in a
change in our December 31, 2003 present value of proved reserves of approximately $145 million and $25
million, respectively. '

Development, Exploration, Acquisition and Divestiture Activities

The following table sets forth historical cost information regarding our development, exploration,
acquisition and divestiture activities during the periods indicated:

Years Ended December 31,

2003 2002 - 2001
: ) . i ($ in thousands)

‘Development and leasehold costs . ........ .. ... .. ... $ 543,371 $266,291- $ 333,672
EXploration COStS ... ..ottt e 103,424 - 89,422 47,945
Acquisition costs: C : '

Proved properties . . ...t e 1,110,077 316,583 669,201

Unproved properties . . .. . .. e e 198,394 14,000 35,132

Deferred income taxes ....................... e (4,903) 62,398 36,309
Sales of oil and gas properties ... ......... ... (22,156) . (839) (151,444)
Geological and geophysical cOStS . ......... ..ot iiinennnnn, 38,181 22,798 7,131
Asset retirement obligation(a) ... .......... ... i i i 39,686 — —
Capitalized internal COStS . ... ... ot e 35,494 24,318 18,225

Total .o $2,041,568 $794,971 $ 996,171

(a) The 2003 amount includes $24.1 million of asset retirement costs recorded as a result of implementation of
SFAS 143 effective January 1, 2003 and $15.6 million of additional asset retirement costs incurred in 2003.



- Our development and-leasehold -costs included $229 million, $120 million and $121 million of expenditures
in 2003,"2002"and 2001, respectively, related to properties carried as proved undeveloped locations in the prior--
year’s reserve reports. Included in our reserve report as 6f December 31, 2003 are esfimated future development
costs of $823 million related to the development of proved undeveloped reserves ($351 million in 2004, $276
million in 2005, $157 million in 2006 and $39 million in 2007 and beyond). Chesapeake’s development drilling
schedules are subject to revision and reprioritization throughout the year, resulting from unknowable factors such
as the relative success in an individual developmental drilling prospect leading to an additional drilling
opportunity, rig availability, title issues or delays, and the effect that acquisitions may have on prioritizing
development drilling plans.

Acreage -

‘The following table sets forth as of December 31, 2003 the gross and net acres of both developed and
undeveloped oil and gas leases which we hold, “Gross” acres are the total number of acres in which we own a
-working interest. “Net” acres refer to gross acres multiplied by our fractional working interest. Acreage numbers
do not include our options to acquire additional leasehold which have not been exercised. .

Developed . Undeveloped Total

Gross Net Gross Net Gross : Net
Mid-Continent .................... 3,835,215 1,610,680 801,377 417,336 4,636,592 2,028,016
South Texas and Texas Gulf Coast . ... 274,375 164,690 188,270 134,264 462,645 298,954
PermianBasin .................... 69,324 51,683 94,926 61,727 164,250 113,410
Williston Basin and Other ........... 65,146 31,558 102,230 81,546 167,376 113,104

Total ... ... . 4,244,060 1,858,611 1,186,803 694,873 5,430,863 2,553,484

Marketing

Chesapeake’s oil production is generally sold under market sensitive or spot price contracts. Our natural gas
production is sold to purchasers generally under percentage-of-proceeds contracts, percentage-of-index contracts
or market sensitive contracts. By the terms of the percentage-of-proceeds contracts, we receive a percentage of
the resale price received by the purchaser for sales of residue gas and natural gas liquids recovered after
transportation and processing our gas. These purchasers sell the residue gas and natural gas liquids based
primarily on spot market prices. The revenue we receive from the sale of natural gas liquids is included in oil
sales. Under percentage-of-index contracts, the price per mmbtu we receive for our gas is tied to indexes
published in Inside FERC or Gas Daily. During 2003, sales to Reliant Energy Services and Duke Energy Field
Services of $189.1 million and $163.3 million, respectively, accounted for 11% and 10%, respectively, of our
total revenues.- Management believes that the loss of either of these customers would not have a material adverse
effect on our results of operations or our financial position. Other than the purchasers noted. above, no other
customer accounted for more than 10% of total revenues in 2003.

Chesapeake Energy Marketing, Inc., Mayfield Processing, L.L.C. and MidCon Compression, L.P., which
are our marketing subsidiaries, provide marketing services, including commodity price structuring, contract
administration and nomination services for Chesapeake and its partners. These subsidiaries are a reportable
- segment under SFAS No. 131, Disclosure about Segments of an Enterprise and Related Information. See note 8§
of notes to consolidated financial statements in Item 8.

Hedging Activities ‘
We utilize hedging strategies to hedge the price of a portion of our future oil and natural gas production and

from time to time to manage interest rate exposure. See Item 7A—Quantitative and Qualitative Disclosures
About Market Risk.




Risk Factors

You should carefully consider the following risk factors in addition to the other information included in this
report. Each of these risk factors could adversely affect our business, operating results and financial condition, as
well as adversely affect the value of an investment in our common stock or other securities.

Oil and gas prices are volatile. A decline in prices could adversely affect our financial results, cash flows,
access to capital and ability to grow.

Our revenues, operating results, profitability, future rate of growth and the carrying value of our oil and gas
properties depend primarily upon the prices we receive for the oil and gas we sell. Prices also affect the amount
of cash flow available for capital expenditures and our ability to borrow money or raise additional capital. The
amount we can borrow from banks is subject to periodic redeterminations based on prices specified by our bank
group at the time of redetermination. In addition, we may have ceiling test write-downs in the future if prices fall
significantly.

Historically, the markets for oil and gas have been volatile and they are likely to continue to be volatile.
Wide fluctuations in oil and gas prices may result from relatively minor changes in the supply of and demand for
oil and natural gas, market uncertainty and other factors that are beyond our control, including:

» worldwide and domestic supplies of oil and gas;

+ weather conditions;

¢ the level of consumer demand;

» the price and availability of alternative fuels;

* the availability of pipeline capacity;

+ the price and level of foreign imports;

» domestic and foreign governmental regulations and taxes;

* the ability of the members of the Organization of Petroleumn Exporting Countries to agree to and
maintain oil price and production controls;
« political instability or armed conflict in oil-producing regions; and

* the overall economic environment.

These factors and the volatility of the energy markets make it extremely difficult to predict future oil and
gas price movements with any certainty. Declines in oil and gas prices would not only reduce revenue, but could
reduce the amount of oil and gas that we can produce economically and, as a result, could have a material
adverse effect on our financial condition, results of operations and reserves. Further, oil and gas prices do not
necessarily move in tandem. Because approximately 90% of our proved reserves at December 31, 2003 are
natural gas reserves, we are more affected by movements in natural gas prices.

Competition in the oil and natural gas industry is intense, and many of our competitors have greater
financial and other resources than we do.

We operate in the highly competitive areas of oil and natural gas acquisition, development, exploitation,
exploration and production. We face intense competition from both major and other independent oil and natural
gas companies in each of the following areas: ’

» seeking to acquire desirable pfoducing properties or new leases for future exploration; and

* seeking to acquire the equipment and expertise necessary to develop and operate our properties.
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Many of our competitors have financial and other resources substantially greater than ours, and some: of
them are fully integrated oil companies. These companies may be able to pay more for development prospects
and productive oil and natural gas properties and may be able to define, evaluate, bid for and purchase a greater

‘number of properties and prospects than our financial or human resources permit. Our ability to develop and
exploit our oil and natural gas properties and to acquire additional properties in the future will depend upon our
ability to successfully conduct operauons evaluate and select su1tab1e properties and consummate transactions in
this highly competitive environment. ‘

The actual quannnes and present value of our proved reserves may prove to be lower than we have
estimated.

This report: contains estimates of our proved reserves and the estimated future net revenues from our proved
reserves. These estimates are based upon various assumptions, including assumptions required by the SEC
relating to oil and gas prices, drilling and operating expenses, capital expenditures, taxes and availability of
funds. The process of estimating oil and gas reserves is complex. The process involves significant decisions and
assumptions in the evaluation of available geological, geophysical, engineering and economic data for each
reservoir; Therefore, these estimates are inherently imprecise.

Actual future production, oil and gas prices, revenues, taxes, development expenditures, operating expenses
and quantities of recoverable oil and gas reserves most likely will vary from these estimates. Such-variations may
be significant and could materially affect the estimated quantities and. present value of our proved reserves. In
addition, we may adjust estimates of proved reserves to reflect production-history, results of exploration and
development drilling, prevailing oil and gas prices and other factors, many of which are beyond our control. Our
properties may also be susceptible to hydrocarbon drainage from production by operators on adjacent properties.

At December 31, 2003, approximately 26% of our estimated proved reserves by volume were undeveloped.
Recovery of undeveloped reserves requires significant capital expenditures and successful drilling operations.
These reserve estimates include the assumption that we will make significant capital expenditures to develop the
reserves, including $351 million in 2004. You should be aware that the estimated costs may not be accurate,
development may not occur as scheduled and results may not be as estimated. :

You should not assume that the present values referred to in this document represent the current market
value of our estimated oil and gas reserves. In accordance with SEC requirements, the estimates of our present
values are based on prices and costs as of the date of the estimates. The December 31, 2003 present value is
based on weighted average oil and gas prices of $30.22 per barrel of oil and $5.68 per mcf of natural gas. Actual
future prices and costs may be materially higher or lower than the prices and costs as of the date of an estimate.

Any changes in consumption by o1l and gas purchasers or in governmental regulanons or taxation W111 also
affect actual future net cash flows.

The timing of both the production and the costs for the development and production of oil and gas properties
will affect both the timing of actual future net cash flows from our proved reserves and their present value.-In
addition, the 10% discount factor, which is required by the SEC to be used in calculating discounted future net
cash flows for reporting purposes, is not necessarily the most accurate discount factor. Future interest rates and
the risks associated with our business or the oil and gas industry in general will affect the accuracy of the 10%
discount factor.

Acquisitions may prove to be worth less than we paid because of uncertainties in evaluating recoverable
reserves and potential liabilities.

Qur recent growth is due in part to acquisitions of exploration and production companies, producing
properties and undeveloped leasehold. We expect acquisitions will also contribute to our future growth.
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Successful acquisitions require an assessment of a number of factors, including estimates of recoverable reserves,
exploration potential, future oil and gas prices, operating costs and potential environmental and other liabilities.
Such assessments are inexact and their accuracy is inherently uncertain. In connection with our assessments, we
perform a review of the acquired properties which we believe is generally consistent with industry practices.
However, such a review will not reveal all existing or potential problems. In addition, our review may not permit
us to become sufficiently familiar with the properties to fully assess their deficiencies and capabilities. We do not
inspect every well. Even when we inspect a well, we do not always discover structural, subsurface and
environmental problems that may exist or arise.

We are generally not entitled to contractual indemnification for preclosing liabilities, including
environmental liabilities. Normally, we acquire interests in properties on an “as is” basis with limited remedies
for breaches of representations and warranties. In addition, competition for producing oil and gas properties is
intense and many of our competitors have financial and other resources that are substantially greater than those
available to us. Therefore, we may not be able to acquire oil and gas properties that contain economically
recoverable reserves or be able to complete such acquisitions on acceptable terms.

Additionally, significant acquisitions can change the nature of our operations and business depending upon
the character of the acquired properties, which may have substantially different operating and geological
characteristics or be in different geographic locations than our